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Dear Mr.

I am returning herewith the three documents you furnished to me
with your letter of July 22, 1987, relating to certain
transactions involving the City of Thousand Oaks in Ventura
County. These documents include the official statement for the
issuance of certificates of participation in the amount of
$2,915,000 by the California Cities Financing Corporation for
projects involving the cities of Delano, Fontana, Santa Monica
and Thousand Oaks; a site lease between the City of Thousand
Oaks and the California Cities Financing Corporation; and a
lease agreement between the same parties covering the '
improvement built upon the land covered the site lease.

Briefly stated, these documents describe a lease-leaseback
arrangement involving land owned by the City of Thousand Oaks
(City). City leased the land to the California Cities
Financing Corporation (Corporation) for the sum of $1.00 for a
term commencing on December 1, 1985, and ending on December 1,
2005, or when the certificates of participation obligations are
otherwise retired. The proceeds from the certificates of
participation issued by Corporation were used to construct a
new $400,000 community information center. Construction was
scheduled to commence on May 1, ‘1986, and would be completed by
January 1, 1987. Corporation leased the land and the
improvements back to the City, with an option to purchase
beginning December 1, 1996, and every six months thereafter.
The amount of the City's lease payments equaled the debt
service due on that portion of the certificates of
participation allocable to this project. Corporation is a
nonprofit, public-benefit corporation established by the League
of California Cities to assist its members in financing various
capital projects. Section 4 of the site lease provides that
Corporation shall use the land solely for the purpose of
constructing the project thereon and leasing the site and the
project to the City pursuant to the associated lease agreement,
subject to the remedies provided in the event of a default by
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City. Section 12 of the site lease provides that City will pay
all taxes "including possessory interest taxes, levied or
assessed upon the Site (including land and improvements)".

On March 1, 1986, the city~owned land leased to Corporation was
vacant and unused, awaiting commencement of the construction
which was scheduled to start in May of that year. The Ventura
County Assessor determined that on the 1986 lien date
Corporation had a taxable possessory interest in the city-owned
land which could not qualify for the welfare exemption under
the provisions of Revenue and Taxation Code section 231,
because, on that date, the property was not being used for an
exempt purpose. After reviewing the enclosed documents and
discussing this matter with the representative of the Ventura
County Assessor's office, we are of the opinion that the
assessor properly determined that Corporation had a taxable
possessory interest.

The property tax welfare exemption is founded upon section
(4)(b) of article XIII of the California Constitution which
provides that the Legislature may exempt from property taxation
property "used exclusively" for religious, hospital or
charitable purposes, etc. This exemption is implemented by
Revenue and Taxation Code sections 214 and following.
Subdivision (a) of section 214 again refers to property "used
exclusively" for the designated purposes and expressly requires
in subdivision (a)(3) that the property be used for "the actual
operation of the exempt activity". Thus, actual use, as
distinguished from intended use, of the property for the exempt
purpose is one of the primary requirements of the exemption.
This requirement of actual use has been affirmed by the
California courts in First Baptist Church v. Los Angeles County
(1952) 113 Cal.App.2d 392; Cedars of Lebanon Hospital v. Los
Angeles County (1950) 35 Cal.2d 729; Christward Ministry v. San
Diego County (1969) 271 Cal.App.2d4 805.

In recognition of the fact that the exemption authorized by the
Constitution does not apply to vacant, unused property held for
future qualifying use, California has specifically enacted
section 5 of article XIII of the California Constitution
providing, in part, that the exemption authorized under section
4(b) applies to buildings under construction, land required for
their convenient use and equipment in them if the intended use
would qualify the property for the exemption. Section 5 is
implemented by sections 214.1 and 214.2 of the Revenue and
Taxation Code. These sections include within the term
"property used exclusively for religious, hospital, or
charitable purpose" facilities in the course of construction
and the associated land when the facilities will be used
exclusively for qualifying purposes. Further the term
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"facilities in the course of construction" includes the
demolition or razing of a building with intent to replace it
with facilities to be used exclusively for such qualifying
purposes.

These authorities demonstrate that the only exception to the
general principle that vacant, unused property held for future
use dcoces not qualify for exemption is section 5 of article XIII
which applies to property under construction. Since the
exception for construction is expressly recognized by a
provision of the Constitution, any further extension of the
welfare exemption to unused land held for some specified future
use would also require a constitutional amendment. For that
reason, any attempt to legislatively extend the exemption
provicded by Revenue and Taxation Code section 231 to vacant
property held for a future use would be invalid unless
supported by such an amendment of the Constitution.

Ventura County assessed Corporation's possessory interest in
the city-owned land because the property was vacant and unused
on the lien date. This assessment could have been avoided by
limiting the commencement date of the lease of the land to
Corporation to the date on which the construction project
began. If, under the lease, Corporation's right of use and
occupancy did not arise until the start of construction
operations, it appears that the use of the property would have
gualified under existing statutory and constitutional
standards, assuming the other requirements of Revenue and
Taxation Code section 231 were met.

As indicated in Revenue and Taxation Code section 214.2,
construction also includes activities involved in the removal
of existing improvements. Although there is no specific
statute interpreting the term "commencement of construction"
for purposes of the welfare exemption, that term is defined in
property tax Rule 463.5 for purposes of supplemental
assessments. That requlation provides, in part:

"Commencement of construction" means the performance of
physical activities on the property which results in
changes which are visible to any person inspecting the site
and are recognizable as the initial steps for the
preparation of land or the installation of improvements or
fixtures. Such activities include clearing and grading
land, layout of foundations, excavation of foundation,
footing, fencing the site, or installation of temporary
structures. Such activities also include the severance of
existing improvements or fixtures.
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"Commencement of construction" does not include activities
preparatory to actual construction such as obtaining
architect services, preparing plans and specifications,
obtaining building permits or zoning variances or filing
subdivision maps or environmental impact reports.

"Commencement of construction" shall be determined solely
on the basis of activities which occur and are apparent on
the property undergoing new construction. Where several
parcels are adjacent and will be used as a single unit by
the builder for the construction project, the commencement
of construction shall be determined on the basis of the
activities which occur on any part of the several parcels
comprising the unit. Where a property has been subdivided
into separate lots, the commencement of construction shall
be determined on the basis of the activities occurring on
each separate lot. Where the property has been subdivided
into separate lots and several or all of those lots will be
used as a single unit by the builder for the construction
project, the commencement of construction shall be
determined on the basis of the activities which occur on
any part of the several parcels comprising the unit."

While the definition of "commencement of construction" found in
Rule 463.5 is an element of the definition of the "date of
completion of new construction" for purposes of supplemental
assessments, we believe that most assessors would find the
definition to be a reasonable standard for purposes of
determining when activities qualify as construction for
purposes of the welfare exemption.

Although municipalities, like the City of Thousand Oaks, which
have already entered into lease-leaseback arrangements may not
benefit from this advice, it would appear that the unnecessary
assessment of taxable possessory interests can be avoided in
the future if the transactions are properly planned and the
terms of the leases are property designed. In this connection
I would note that, based upon my review of the enclosed
materials as well as other contacts involving similar
transactions, it appears there has been a lack of understanding
of the applicable property tax law. Not only should care be
exercised in planning the transaction and drafting the lease
terms, we would also recommend that the local county assessor
be consulted as part of the planning process in order to
determine how the assessor will treat the transaction. With
proper attention to detail, unnecessary property tax
assessments can be avoided in the future.

The constitutional principle which prevents the application of
the welfare exemption to vacant, unused land held for future
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use is based upon sound public policy. Without this
limitation, it would be possible for qualified organizations to
shelter from local taxation large accumulations of unused
property held on the vague promise that they would some day be
used for an exempt purpose. The result would be substantially
increased local revenue losses resulting from the exemption of
property which may be held for many years without benefit to
the community. It should be recognized, therefore, that the
benefits to local government of the principle excluding vacant,
unused land from the exemption far outweigh the occasional
burdens imposed as a result of some lease-leaseback
transactions.

When we discussed this problem in July I indicated that there
was a possibility that an appropriate interpretation of the
applicable law could determine that Corporation did not, in
fact, receive a taxable possessory interest. After reviewing
the attached materials, we have engaged in a thorough review of
the applicable authorities in connection with this matter and
some related problems. We regret that our review has taken so
long, but this has proven to be a very difficult area. After
careful consideration, we have concluded that although the
matter is not entirely free of doubt, the controlling authority
in this area is City of Desert Hot Springs v. County of
Riverside (1979) 91 Cal.App.3d 441. 1In a similar
lease-leaseback situation involving a private contractor, the
court found that the contractor had a taxable possessory
interest even though the court conceded that this was a
financing transaction. In light of the reasoning of that case
we have concluded, as indicated above, that the Ventura County
Assessor properly determined that the Corporation had a taxable
possessory interest in the city-owned land.

I hope the above analysis will be helpful. Please call me if I
can be of further assistance.

Very truly yours,

o et

ichard H. Ochsner
Assistant Chief Counsel
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